
Detroit’s bankruptcy dominated the headlines 
in 2013 and 2014. When the city filed for bank-
ruptcy on July 18, 2013, it was the largest Chap-

ter 9 municipal bankruptcy filing in U.S. history. The 
petition cited more than $18 billion of debt and the city’s 
inability to provide basic services or fulfill its obliga-
tions to its citizens or its creditors. At the time, few ob-
servers thought the proceedings could be completed 
quickly given the magnitude of the issues facing the 
court and the fact that a Chapter 9 municipal bankruptcy 
is fairly rare with limited judicial precedent. Neverthe-
less, Detroit’s whirlwind historic bankruptcy case con-
cluded in 17 months when U.S. Bankruptcy Judge Steven 
Rhodes confirmed the city’s plan on November 7, 2014,1 
and Detroit officially exited from bankruptcy on Decem-
ber 10, 2014.

The circumstances that led to the Detroit bankruptcy 
filing have been widely reported and will not be repeated 
here.2 Not every county, city, village, and township in 
Michigan is facing insolvency or a financial crisis, but 
many municipalities are experiencing some of the same 
financial pressures and revenue constraints that were 
present in Detroit. The increased cost of providing pen-
sion and healthcare benefits to retirees coupled with de-
creasing revenues are common problems for Michigan’s 
local units of government.

Many observers predicted the Detroit bankruptcy would 
have a crippling effect on the ability of other Michigan 
municipalities to access financial markets. That did not 
happen, however. But what did we learn from the Detroit 
bankruptcy, and what lessons can other Michigan munici-
palities learn from the city’s financial crisis?

The Detroit bankruptcy

Municipal bankruptcies are rare in the United States. 
Under the federal Bankruptcy Code, there must be clear 
authority in state law for a local unit of government to 
file for bankruptcy, and only about half of the states 
allow municipalities to file. Municipalities that file for 
bankruptcy must do so under Chapter 9 of the Bank-
ruptcy Code,3 which is limited to municipalities, not the 
Chapter 7 liquidation or Chapter 11 reorganization used 
by private entities.

Detroit estimated its $18 billion in liabilities included 
$6.4 billion in secured debt and $11.9 billion in unse-
cured debt.4 The unsecured debt included $3.5 billion in 
unfunded pension obligations and $5.7 billion for “other 
post-employment benefits,” which consisted of both health 
and life insurance benefits for retirees.5 The unsecured 
debt also included $1.43 billion of certificates of partici-
pation related to pensions and $651 million in general 
obligation bonds.6 The stage was set for a battle among 
creditors as to the relative seniority/priority of pension 
liabilities, post-employment benefits liabilities, and vari-
ous types of general obligation bond debt.7

The biggest legal question presented in the Detroit 
bankruptcy was whether the bankruptcy court could cut 
pension benefits to Detroit retirees. The Michigan Consti-
tution prohibits the impairment of accrued public pension 
benefits, stating, “The accrued financial benefits of each 
pension plan and retirement system of the state and its po-
litical subdivisions shall be a contractual obligation thereof 
which shall not be diminished or impaired thereby.”8 
Despite the constitutional protection, Judge Rhodes ruled 
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early in the case that pension rights under the Michigan 
Constitution are contractual rights subject to impairment 
in a federal bankruptcy proceeding:9 “[t]he Bankruptcy 
Clause of the United States Constitution, and the bank-
ruptcy code enacted pursuant thereto, explicitly empower 
the bankruptcy court to impair contracts and to impair con-
tractual rights relating to accrued vested pension benefits. 
Impairing contracts is what the bankruptcy process does.”10

One question Judge Rhodes did not address, but which 
may be an issue in other states, is whether the Michigan 
Constitution also protects other post-employment bene-
fits. The Michigan Supreme Court answered that question 
a decade ago in Studier v Michigan Public Schools Em-
ployees’ Retirement Board,11 holding that post-employment 
benefits are not “accrued financial benefits” protected by 
the Michigan Constitution.12

The ability to alter pension benefits, post-employment 
benefits, and other unsecured debt obligations allowed 
Detroit greater flexibility in crafting its restructuring plan. 
One of the unique features of a Chapter 9 bankruptcy is 
that only the local government (in this case, Emergency 
Manager Kevyn Orr on behalf of Detroit) can file a re-
structuring plan, which is then submitted for approval by 
the bankruptcy court. Detroit was able to enter into set-
tlements with various creditors to shed $7 billion of debt 
and provide for reinvestment of $1.5 billion back into city 
serv ices and infrastructure over 10 years.13

Fast Facts
The Detroit bankruptcy restructuring 

plan was accomplished through 

settlements with its major creditors, 

allowing Detroit to shed $7 billion of 

debt and provide for reinvestment 

of $1.5 billion in city services and 

infrastructure.

Although the Michigan Constitution 

protects accrued pension benefits  

of state and local government 

employees in public pension  

and retirement plans, a federal 

bankruptcy court may alter and 

reduce pension benefits and other 

post-employment benefits, including 

health insurance benefits for retirees. 

The court and the bankruptcy  

plan may treat pensioners and 

bondholders differently.
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Lessons learned from the Detroit bankruptcy

Because Detroit reached settlements with its ma-
jor creditors, the case established very few legal prece-
dents. However, the case and its settlements can offer a 
few lessons:

• Pension benefits may be reduced in bank-
ruptcy. As noted previously, Judge Rhodes ruled 
on this key point early in the case.

• Not all holders of general obligation debt will 
be treated the same. The settlements reached in 
the bankruptcy case with holders of debt differed 
depending on the type and structure of the gen-
eral obligation debt. The insurers of Detroit’s un-
limited tax general obligation bonds, which were 
approved by voters and paid for by a dedicated 
millage, will recover 74 percent on the dollar.14 Lim-
ited tax (nonvoted) general obligation bondholders 
will recover 34 percent.15 Holders of the controver-
sial certificates of participation will recover only 
14 percent.16

• A general obligation pledge is not the same 
as a security interest. Detroit’s general obliga-
tion pledge does not mean what bondholders and 
bond insurers thought it meant. The court’s ap-
proval of the settlements and treatment of the dif-
ferent classes of bondholders shows there was no 
security interest created.

• Pensioners may be treated more favorably 
than bondholders. Although Detroit cut pension 
and post-employment benefits and terminated cost 
of living adjustments, the reduction to pension pay-
ments was less than 5 percent compared to the 
much larger reductions for bondholders.17 Judge 
Rhodes indicated that Detroit was justified in treat-
ing its pensioners better than other unsecured cred-
itors in part because Michigan voters approved a 
constitutional amendment to protect pensions. In 
addition, the fact that many pensioners live in and 
around Detroit increased the city’s economic recov-
ery and ability to pay its creditors.

One key question that was not directly addressed in 
the Detroit bankruptcy was whether unlimited tax gen-
eral obligation bonds are secured or unsecured. Because 
the insurance companies, who insure these bonds, settled 
with Detroit, the question did not have to be answered 
by Judge Rhodes.

It is not clear whether any other Michigan municipali-
ties will file for bankruptcy under Chapter 9. Under Michi-
gan law, a local unit of government cannot file for bank-
ruptcy without first proceeding with a multistep process 

involving some form of restructuring effort required by 
the Local Fiscal Stability and Choice Act, Act 436 of 2012.18 
Furthermore, a local unit of government cannot file for 
bankruptcy without the written approval of the gover-
nor.19 As of the date this article was written, 13 Michigan 
municipalities and five school districts were operating 
under Act 436.20

It is too soon to tell whether and how Detroit’s bank-
ruptcy will affect other Michigan municipalities, partic u-
larly those that are fiscally distressed. Even the two major 
rating agencies disagreed on the impact of the bank-
ruptcy exit plan. Moody’s expressed concern about the 
favored treatment given to pensioners at the expense 
of general obligation bondholders and the impairment of 
general obligation bonds. Standard & Poor’s stated the 
exit plan will not set a legal precedent and does not 
change its outlook on municipal general obligation rat-
ings, including limited tax general obligation ratings.21 
The doom-and-gloom predictions that bondholders would 
not buy bonds from Michigan municipalities have not 
occurred. Detroit itself sold bonds during and upon exit-
ing from bankruptcy.

Financial stresses on Michigan municipalities

The vast majority of Michigan municipalities are no-
where near Detroit’s dire financial situation. However, 
some of the same factors that caused the fiscal stress in 
Detroit are also problematic for other Michigan munici-
palities. Many municipalities receive most of their general 
fund revenue from two sources: property tax revenues 
and state-returned revenues. Both sources of revenue 
have been restricted or declining for more than a decade, 
even before the steep decline in property tax values that 
began in 2008.

Property tax revenues have been limited in growth 
by two constitutional amendments—the Headlee Amend-
ment in 1978 and Proposal A in 1994. The Headlee 
Amendment was designed to limit the ability of local 
governments to levy new taxes and limit the growth of 
property tax revenues by requiring local governments to 
roll back their millage rates to reduce revenues when ex-
isting property values in the community increase more 
than inflation.22 Proposal A created a new property tax 
methodology to limit the increase in taxable value of a 
property to the lesser of the rate of inflation, or 5 per-
cent, until the property is sold or transferred.23 Together, 
these constitutional amendments and the corresponding 
changes to the property tax laws have made it more dif-
ficult for Michigan municipalities to generate sufficient 
property tax revenues. In fact, a 2005 Plante Moran re-
port described the Michigan municipal finance model as 
“broken.”24 A 2014 study by the Southeast Michigan Coun-
cil of Governments analyzed the reduction of property 
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tax revenues since the beginning of the Great Recession 
in 2007 and concluded that a startling number of com-
munities in southeast Michigan are dealing with a loss of 
one-third to one-half of their tax base.25

The other major revenue source for Michigan munici-
palities is statutory revenue sharing, which is a program 
to distribute a portion of state-collected tax revenues, 
derived mainly from the state sales tax, to local govern-
ments.26 That, too, has been dramatically reduced by the 
state for more than a decade. One recent estimate calcu-
lated the reduction in statutory revenue sharing to more 
than $6 billion for local governments from 2002 to 2014.27

On the expense side of the ledger, the legacy costs that 
featured prominently in Detroit’s bankruptcy also threaten 
the fiscal health of many Michigan municipalities. Pension 
and other post-employment benefits costs are at the fore-
front of local government budget discussions and on the 
radar screen of policymakers in local governments and 
in Lansing. A 2011 Michigan State University study found 
that 311 of Michigan’s 1,773 cities, villages, and townships 
provided some level of post-employment benefits, with 
the unfunded liability totaling $12.7 billion, including an 
estimated $4.9 billion for Detroit alone.28

This is not to suggest there will be hordes of Michigan 
municipalities following Detroit into bankruptcy. But due 
largely to the existing legacy costs and restrictions on 
the ability of local governments to generate revenues, 
the fiscal health of our local units of government will not 
recover as quickly after the Great Recession as other sec-
tors of the economy. n
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